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Chapter  10 

Capital  Gains  Deduction 


1.  Introduction 

CANADA  TAX  SERVICE,  “Capital  Gains  Deduction” 

(November  20,  1996). 

Purpose 

Section  110.6  was  introduced  to  provide  every  individual  residing  in  Canada  with  a 
lifetime  exemption  from  tax  on  a  certain  amount  of  net  taxable  capital  gains.  As  originally 
proposed,  the  exemption  would  have  been  up  to  a  maximum  of  $250,000  of  net  taxable  capital 
gains  from  property  disposed  of  after  1984  and  before  the  individual  dies  or  leaves  Canada. 
Applicable  to  the  1985  and  subsequent  taxation  years,  the  full  $250,000  exemption  was  available 
immediately  for  “qualified  farm  property”  disposed  of  in  the  year  or  in  any  preceding  taxation 
year  ending  after  1984.  For  other  capital  properties,  the  $250,000  lifetime  exemption  was  to  be 
phased  in  over  six  years  starting  in  1985  as  follows: 


Maximum  Taxation  Year 


Cumulative  Exemption 


$  10,000 
$  25,000 
$  50,000 
$100,000 
$150,000 
$250,000 


1985 

1986 

1987 

1988 

1989 

1990 


Applicable  to  the  1988  and  subsequent  taxation  years  (and  subject  to  transitional  rules 
discussed  below),  a  cumulative  $375,000  exemption  is  available  for  “qualified  farm  property”  or 
a  “qualified  small  business  corporation  share”  disposed  of,  in  respect  of  qualified  farm  property, 
in  the  year  or  a  preceding  taxation  year  ending  after  1 984  and  before  the  individual  dies  or  leaves 
Canada  and,  in  respect  of  a  qualified  small  business  corporation  share,  in  the  year  or  in  a 
preceding  year  and  after  June  17,  1987  and  before  the  individual  dies  or  leaves  Canada  (subsecs 
1 10.6(2)  and  (2.1)  respectively).  For  other  capital  properties,  a  $75,000  exemption  was  available 
for  dispositions  before  February  23,  1994  (again,  subject  to  transitional  rules  discussed  below) 
for  net  taxable  capital  gains  arising  from  property  (other  than  qualified  farm  property  and 
qualified  small  business  corporation  shares)  disposed  of  in  the  particular  year  that  the  exemption 
is  claimed  (former  subsec  110.6(3)).  This  $75,000  exemption  is  repealed  for  dispositions  after 
February  22,  1994. 


*  *  * 
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To  qualify  for  the  exemption,  an  individual  must  be  resident  in  Canada  throughout  the 
taxation  year  in  which  the  deduction  is  claimed.  For  this  purpose,  subsection  110.6(5)  deems 
certain  part-year  residents  to  have  been  resident  in  Canada  throughout  the  year  in  which  they 
immigrated  to  or  emigrated  from  Canada.  Subsection  110.6(13)  provides  that  the  capital  gains 
and  losses  of  an  individual  for  a  period  throughout  which  the  individual  was  not  resident  in 
Canada  are  not  considered  in  computing  the  capital  gains  deduction. 

An  individual  must  also  file  a  tax  return  for  the  year  in  which  the  individual  has  a  taxable 
capital  gain  or  has  disposed  of  a  capital  property.  Failure  to  do  so  may  result  in  the  capital  gains 
deduction  being  denied  in  respect  of  that  gain  under  subsection  1 10.6(6). 

Although  a  trust  is  not  eligible  to  claim  a  capital  gains  deduction,  subsection  110.6(12) 
permits  a  spouse  trust  to  claim  a  deduction  for  the  taxation  year  in  which  the  spouse  died  in 
respect  of  its  eligible  taxable  capital  gains  for  that  year.  Also,  a  personal  trust  is  permitted  to 
make  the  special  election  under  subsection  110.6(19)  in  respect  of  gains  accrued  prior  to 
February  23,  1994. 

To  prevent  abuse  of  the  capital  gains  exemption,  section  110.6  contains  some  anti¬ 
avoidance  rules.  These  rules  are  intended  to  prevent  corporate  capital  gains  from  being  converted 
into  exempt  capital  gains  of  individuals  (subsec  1 10.6(7)),  to  ensure  that  income  otherwise  taxed 
as  dividends  is  not  converted  to  exempt  capital  gains  (subsecs  110.6(8)  and  (9))  and  to  prevent 
the  disproportionate  allocation  of  capital  gains  (subsec  110.6(11)).  There  are  several  other  anti¬ 
avoidance  provisions  in  the  Act  to  counter  perceived  potential  abuses  of  the  capital  gains 
exemption,  including  subsection  15(1.1)  (taxation  of  stock  dividends  at  fair  market  value)  and 
the  broad  anti -avoidance  rule  contained  in  section  245. 

*  *  * 


Application 

Section  110.6,  generally  applicable  to  the  1988  and  subsequent  taxation  years,  allows  an 
individual  taxpayer,  other  than  a  trust  (subject  to  the  special  rule  regarding  spouse  trusts  in 
subsection  1 10.6(12)  and  the  special  election  under  subsection  1 10.6(19)  which  may  be  made  by 
personal  trusts),  to  claim  a  deduction  in  computing  taxable  income  in  respect  of  net  taxable 
capital  gains  realized  from  the  disposition  of  property  after  1984  for  property  that  is  qualified 
farm  property,  after  June  17,  1987  for  property  that  is  a  qualified  small  business  corporation 
share,  and  for  taxation  years  after  1987  and  dispositions  occurring  before  February  23,  1994  for 
property  other  than  qualified  farm  property  or  qualified  small  business  corporation  shares. 

*  *  * 

By  virtue  of  section  1 10.6,  each  individual  taxpayer  is  entitled  to  an  exemption  from  tax 
of  up  to  $375,000  of  net  taxable  capital  gains  during  his/her  lifetime.  Transitional  rules  are 
provided  to  adjust  the  amount  of  the  exemption  to  reflect  the  increase  in  the  inclusion  rate  in 
determining  taxable  capital  gains.  ...  In  1988  and  1989,  where  the  inclusion  rate  for  individuals 
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was  increased  from  one-half  to  two-thirds,  in  section  1 10.6  references  to  $375,000  are  to  be  read 
as  $333,333  and  references  to  $75,000  are  to  be  read  as  $66,667.  In  addition,  transitional  rules 
are  provided  to  adjust  for  exemptions  claimed  in  previous  years  to  ensure  that  the  remaining 
lifetime  exemption  always  reflects  the  inclusion  rate  in  effect  for  a  particular  year.  In  respect  of 
qualified  farm  property  subparagraph  1 10.6(2)(a)(ii),  and  in  respect  of  qualified  small  business 
corporation  shares  subparagraph  1 10.6(2.  l)(a)(ii),  provide  for  an  increase  of  one-third  of  the 
amount  deducted  under  section  110.6  prior  to  1988  in  calculating  the  entitlement  to  the 
exemption  after  1987,  and  subparagraph  1 10.6(2)(a)(iii)  and  subparagraph  1 10.6(2.  l)(a)(iii) 
provide  that  in  calculating  the  entitlement  to  the  exemption  after  1989  such  adjusted  amount  is 
further  increased  by  one-eighth  and  that  any  amounts  deducted  in  1988  or  1989  are  also  increased 
by  one-eighth.  Similarly,  in  respect  of  other  property,  where  amounts  were  deducted  prior  to 
1988,  former  subparagraph  1 10.6(3)(a)(ii)  effectively  increased  the  amount  previously  deducted 
by  one-third  for  the  purposes  of  calculating  the  taxpayer’s  remaining  lifetime  exemption,  and  in 
calculating  the  taxpayer’s  remaining  lifetime  exemption  after  1989  any  amounts  deducted  in 
1988  or  1989  are  increased  by  one-eighth  under  former  subparagraph  1 10.6(3)(a)(iii)  and 
amounts  deducted  prior  to  1988,  together  with  the  one-third  factor  provided  for  under 
subparagraph  (a)(ii),  are  increased  by  a  factor  of  one-eighth. 

In  general,  the  deduction  which  may  be  claimed  in  a  particular  taxation  year  is  the  least  of 
the  following  amounts: 

(a)  the  excess  for  the  year  of  the  individual’s  net  taxable  capital  gains  from  the 
disposition  of  properties  after  1984  (restricted  after  1992,  in  the  case  of  a  disposition 
of  non-qualifying  real  property,  to  eligible  real  property  gains),  over  the  net  capital 
loss  carryovers  deducted  under  paragraph  1 1 1  (l)(b)  in  computing  taxable  income  for 
the  year  and  the  individual’s  allowable  business  investment  losses  realized  in  the  year 
(the  “annual  gains  limit”); 

(b)  the  cumulative  excess,  if  any,  of  the  individual’s  net  taxable  capital  gains  after  1984 
...  over  the  total  of  the  amounts  deducted  under  paragraph  1 1 1(1  )(b)  and  the  allowable 
business  investment  losses  realized,  for  the  year  and  all  preceding  taxation  years  after 
1984,  reduced  by  all  amounts  claimed  under  section  110.6  in  prior  years  and  the 
individual’s  “cumulative  net  investment  loss”  at  the  end  of  the  year  (the  “cumulative 
gains  limit”);  and 

(c)  the  amount  of  the  individual’s  unused  lifetime  exemption  available  in  the  year  as 
adjusted  by  the  transitional  rules  discussed  above. 

Separate  provisions  (subsecs  1 10.6(2),  (2.1)  and  former  subsec  (3))  determine  the  amount 
of  the  deduction  available  in  each  year  for  each  type  of  property  (qualified  farm  property, 
qualified  small  business  corporation  shares  or,  for  taxation  years  after  1987  in  respect  of 
dispositions  before  February  23,  1994,  other  capital  property).  Special  provisions  ensure  that  a 
deduction  is  not  claimed  twice  in  respect  of  the  same  property  (paras  1 10.6(2.  l)(b),  (c)  and  (d); 
former  paras  110.6(3)(b)  and  (c))  and  that  the  total  amount  claimed  under  section  110.6  by  an 
individual  in  respect  of  qualified  farm  properties,  qualified  small  business  corporation  shares 


©  David  G.  Duff 


511 


and,  for  taxation  years  after  1987  in  respect  of  dispositions  before  February  23,  1994,  other 
properties,  subject  to  the  transitional  rules  discussed  above,  does  not  exceed  $375,000  (subsec 
110.6(4)). 

To  be  eligible  for  the  exemption,  an  individual  must  file  a  return  of  income  for  the  year  in 
which  he/ she  has  a  taxable  capital  gain  or  has  disposed  of  a  capital  property.  Where  an  individual 
has  a  capital  gain  for  a  taxation  year  from  the  disposition  of  a  capital  property,  and  knowingly  or 
under  circumstances  amounting  to  gross  negligence  fails  to  file  the  return  or  fails  to  report  the 
capital  gain,  no  amount  may  be  deducted  in  any  year  under  section  1 10.6  in  respect  of  the  capital 
gain  (subsec  1 10.6(6)). 

Section  111.1  provides  rules  for  the  ordering  of  the  provisions  in  Division  C  for  the 
purposes  of  computing  the  taxable  income  of  an  individual.  Effective  for  1988  and  subsequent 
taxation  years,  the  deduction  provided  for  under  section  1 10.6  is  to  be  taken  after  applying  all  the 
other  provisions  of  Division  C  other  than  subsection  1 10.7  (northern  allowance  deduction). 

*  *  * 


Definitions 

“Annual  Gains  Limit” 

The  “annual  gains  limit”  measures  the  extent  to  which  an  individual’s  net  taxable  capital 
gains  for  a  taxation  year  might  qualify  for  the  exemption.  Subject  to  certain  transitional  rules 
discussed  below,  applicable  to  the  1994  and  subsequent  taxation  years  the  “annual  gains  limit”  is 
the  amount  of  the  taxpayer’s  net  taxable  capital  gains  and  losses  for  the  year  if  the  only  properties 
referred  to  in  paragraph  3(b)  were  qualified  farm  properties  disposed  of  by  the  individual  after 
1984  and  qualified  small  business  corporation  shares  disposed  of  by  the  individual  after  June  17, 
1987. 


*  *  * 

As  a  result  of  the  repeal  of  the  $100,000  lifetime  capital  gains  exemption  for  dispositions 
of  property  after  February  22,  1 994,  the  definition  of  “annual  gains  limit”  is  subject  to  certain 
transitional  rules  for  the  1994  and  1995  taxation  years.  The  transitional  rules  reflect  the  fact  that 
the  individual  may  have  capital  gains  flowed  out  to  the  individual  from  a  trust  or  a  partnership 
after  February  22,  1994  but  in  respect  of  dispositions  of  property  by  the  partnership  or  trust 
before  February  23,  1994. 


*  *  * 


“Cumulative  Gains  Limit” 

The  “cumulative  gains  limit”  measures  the  extent  to  which  an  individual’s  cumulative  net 
taxable  capital  gains  after  1984  might  qualify  for  the  capital  gains  exemption.  The  “cumulative 
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gains  limit”,  which  is  determined  as  of  the  end  of  a  taxation  year,  is  defined  as  the  amount,  if 
any,  by  which  the  total  of  all  amounts  determined  in  respect  of  the  individual  for  the  year  or 
preceding  taxation  years  that  end  after  1984  for  A  in  the  definition  “annual  gains  limit”  exceeds 
the  total  of: 

1 .  all  amounts  determined  in  respect  of  the  individual  for  the  year  or  preceding  taxation 
years  that  end  after  1984  for  B  in  the  definition  “annual  gains  limit”  (essentially  the 
total  of  (1)  net  capital  losses  deducted  under  paragraph  1 1  l(l)(b)  less  the  amount  of 
the  individual’s  net  capital  gain  for  the  year  from  dispositions  of  real  property  other 
than  eligible  real  property  gains  and  losses,  and  (ii)  allowable  business  investment 
losses,  for  the  year  and  preceding  taxation  years  ending  after  1984); 

2.  any  amount  deducted  by  the  individual  under  paragraph  3(e)  for  the  individual’s  1985 
taxation  year; 

3.  all  amounts  deducted  under  section  110.6  in  computing  the  individual’s  taxable 
income  for  all  preceding  taxation  years  (the  cumulative  net  taxable  capital  gains  are 
so  reduced  in  order  to  determine  the  extent  to  which  a  capital  gains  deduction  has  not 
previously  been  claimed  in  respect  of  those  gains);  and 

4.  the  individual’s  “cumulative  net  investment  loss”  at  the  end  of  the  year. 

The  “annual  gains  limit”  and  the  “cumulative  gains  limit”  are  two  of  the  limiting  factors 
used  in  calculating  an  individual’s  permitted  capital  gains  deductions  under  subsections  110.6(2) 
and  (2.1)  and  former  subsection  110.6(3).  Under  these  limiting  factors,  an  individual’s  net 
taxable  capital  gains  and  consequently,  the  amount  of  the  capital  gains  deduction  available  in  a 
particular  year  and  subsequent  years,  are  reduced  by  any  net  capital  loss  carryovers  . . .  claimed  in 
the  year  under  paragraph  111(1  )(b)  ....  However,  the  total  lifetime  exemption  of  $375,000  will 
not  be  affected. 


*  *  * 

Because  the  capital  gains  exemption  and  the  utilization  of  net  capital  loss  carryovers  are 
both  discretionary  deductions,  an  individual  may  claim  a  loss  carryover  and  a  correspondingly 
smaller  capital  gains  deduction,  or  forgo  the  utilization  of  the  loss  carryover  in  favour  of  a  larger 
capital  gains  deduction.  The  latter  alternative  may  be  chosen,  for  example,  if  the  individual 
believes  that  the  capital  gains  exemption  may  be  repealed  in  the  future  before  the  individual  has 
exhausted  his/her  lifetime  exemption  limit. 


*  *  * 

In  addition,  an  individual’s  cumulative  gains  limit  is  reduced  by  his/her  “cumulative  net 
investment  loss”  (discussed  below,  and  referred  to  throughout  this  commentary  as  “CNIL”)  at  the 
end  of  the  year  (for  the  1988  and  subsequent  taxation  years).  An  individual’s  CNIL  at  the  end  of 
the  year  is  defined  as  the  amount  by  which  the  total  of  his/her  “investment  expenses”  (for 
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example,  interest  expenses)  for  the  year  and  preceding  years  ending  after  1987  exceeds  the  total 
of  his/her  “investment  income”  for  such  years.  The  effect  of  the  CNIL  rule  is  to  defer  the 
availability  of  the  capital  gains  exemption  until  such  time  as  the  individual  has  either  realized 
sufficient  gains  or  accumulated  sufficient  investment  income  to  offset  the  CNIL. 

*  *  * 

“CNIL”,  “Investment  Expense”  and  “Investment  Income” 

Applicable  to  the  1988  and  subsequent  taxation  years,  an  individual’s  CNIL  at  the  end  of 
a  particular  taxation  year  will  limit  access  to  the  capital  gains  exemption  by  reducing  the 
individual’s  cumulative  gains  limit  at  the  end  of  the  year.  The  CNIL  of  an  individual  at  the  end  of 
the  year  is  defined  in  subsection  110.6(1)  as  the  amount  by  which  the  total  of  the  individual’s 
“investment  expenses”  for  the  period  from  January  1,  1988  to  the  end  of  the  particular  year 
(subject  to  the  transitional  rule  discussed  below)  exceeds  the  total  of  the  individual’s  “investment 
income”  for  such  period.  See  Form  T936  under  tab  “Forms”. 

Investment  Expense 

An  individual’s  “investment  expense”  is  defined  in  subsection  1 10.6(1)  as  the  total  of  the 
following  items: 

1 .  all  amounts  deducted  by  the  individual  in  computing  his/her  income  from  property  for 
the  year  other  than  amounts  otherwise  included  in  computing  his/her  investment 
expense  (see  other  paragraphs  discussed  below)  or  deducted  in  computing  his/her 
investment  income  for  the  year.  Also  excluded  are  specific  deductions  relating  to: 

•  interest  and  other  financing  expenses  and  fees  deducted  under  paragraph  20(1  )(c), 
(d),  (e),  (e.l)  or  former  paragraph  20(1  )(k)  in  respect  of  borrowed  money  used 
directly  or  indirectly  by  the  individual  to  make  certain  payments  or  contributions 
described  in  subsection  18(11); 

•  resource  expenses  set  out  in  subsections  65(1),  66(4),  66.1(3),  66.2(2)  or  66.4(2) 
(but  see  item  4  below); 

•  amounts  deducted  under  paragraph  20(1  )(j)  in  respect  of  the  repayment  of  a 
shareholder  loan  included  in  income  in  a  previous  year  under  subsection  15(2)  (a 
special  rule  applicable  in  respect  of  a  taxpayer’s  1988  and  1989  taxation  years 
permits  a  written  election  to  be  made  before  1993  to  have  amounts  included  in 
income  in  the  1988  or  1989  taxation  year  by  virtue  of  subsection  15(2)  taken  into 
account  in  determining  “investment  income”  (discussed  below)  and  the  deduction 
under  paragraph  20(1  )(j)  taken  into  account  in  determining  the  taxpayer’s 
investment  expense”  to  the  extent  of  the  relevant  income  inclusions  (para  (a)  of 
the  defmition  “investment  expense”). 
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2.  the  total  of  amounts  deducted  by  the  individual  in  computing  income  for  the  year 
from  a  partnership  of  which  he  is  a  “specified  member”  (defined  in  subsection  248(1) 
to  include  a  limited  partner  within  the  meaning  of  subsection  96(2.4)  and  a  member  of 
a  partnership  who  is  neither  actively  engaged  in  the  partnership  business  nor  carrying 
on  a  business  similar  to  that  of  the  partnership  on  a  regular,  continuous  and 
substantial  basis)  where  the  amounts  deducted  are  interest  (paras  20(1  )(c)  or  (d)), 
expenses  in  respect  of  financing  (para  20(1  )(e))  or  annual  fees  (para  20(l)(e.l)), 
discounts  on  certain  obligations  (para  20(1  )(f)),  the  interest  component  of  blended 
payments  (para  20(1  )(k)  prior  to  its  repeal  effective  with  respect  to  amounts  paid  or 
payable  after  June  1988),  and  fees  paid  to  investment  counsel  (para  20(1  )(bb)) 
together  with  all  amounts  deducted  under  subparagraph  20(l)(e)(vi)in  computing  the 
individual’s  income  for  the  year  in  respect  of  an  expense  incurred  by  a  partnership  of 
which  the  individual  was  a  specified  member  which  ceased  to  exist  and  allocated  its 
unamortized  costs  to  its  members  (para  (b)  of  the  definition  “investment  expense”); 

3.  the  total  of  amounts  (other  than  allowable  capital  losses)  deducted  in  computing  the 
individual’s  income  for  the  year  (i)  in  respect  of  his  share  of  any  losses  of  a 
partnership  of  which  he  is  a  “specified  member”,  or  (ii)  as  a  limited  partnership  loss, 
pursuant  to  paragraph  1 1 1(1  )(e)  (para  (c)  of  the  definition  “investment  expense”); 

4.  50  per  cent  of  the  total  of  all  amounts  deducted  by  the  individual  in  the  year  in  respect 
of  certain  resource  and  exploration  expenses  (not  including  depletion  allowances) 
incurred  by  a  corporation  or  a  partnership  of  which  the  individual  is  a  “specified 
member”  (deducted  under  subsections  66(4),  66.1(3),  66.2(2)  or  66.4(2)  and  (12.601), 
renounced  by  a  corporation  under  subsection  66(12.6),  (12.62)  or  (12.64)  —  resource 
expenditures  attributed  to  flow-through  shares)  (para  (d)  of  the  definition  “investment 
expense”);  and 

5.  the  total  of  the  individual’s  losses  for  the  year  from  property,  or  from  renting  or 
leasing  a  rental  property  (within  the  meaning  assigned  by  subsection  1100(14)  of  the 
Regulations)  and  multiple-unit  residential  buildings  owned  by  the  individual  or  a 
partnership  of  which  he  is  a  member,  other  than  a  partnership  of  which  he  is  a 
specified  member  (but  see  item  3  above)  (para  (e)  of  the  definition  “investment 
expense”);  and 

6.  applicable  to  the  1992  and  subsequent  taxation  years,  the  amount,  if  any,  by  which  the 
total  of  the  individual’s  net  capital  losses  for  other  taxation  years  deducted  under 
paragraph  1 1  l(l)(b)  in  computing  the  individual’s  income  for  the  year  exceeds  the 
amount  determined  in  respect  of  the  individual  for  the  year  under  paragraph  (a)  of  the 
description  of  B  in  the  definition  “annual  gains  limit”. 

*  *  * 
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Investment  Income 


An  individual’s  “investment  income”  is  defined  in  subsection  110.6(1)  as  the  total  of  the 
following  items: 

1.  all  amounts  included  in  computing  income  for  the  year  from  property  (other  than 
amounts  included  in  respect  of  a  shareholder  loan  by  virtue  of  subsection  15(2)  or  in 
respect  of  an  annuity  payment  by  paragraph  56(1  )(d)  or  former  paragraph  56(  1  )(d.  1 )), 
including,  for  example,  interest,  taxable  dividends  and,  for  greater  certainty,  any 
recaptured  depreciation  included  in  income  under  subsection  13(1)  in  respect  of  a 
property  any  income  from  which  would  be  income  from  property  (except  amounts 
otherwise  taken  into  account  in  computing  the  individual’s  investment  income 
investment  expense  for  the  year);  see  also  the  special  rule  in  respect  of  the  taxpayer’s 
1988  and  1989  taxation  years,  discussed  above  under  “Investment  Expense”,  and  item 
5  below)  (para  (a)  of  the  defmition  “investment  income”); 

2.  all  amounts  (other  than  taxable  capital  gains)  included  in  computing  income  in  respect 
of  the  individual’s  share  of  income  from  all  partnerships  of  which  the  individual  is  a 
“specified  member”,  including  his/her  share  of  recaptured  depreciation  included  in 
computing  the  income  of  the  partnership  (para  (b)  of  the  defmition  “investment 
income”); 

3.  50  per  cent  of  all  amounts  included  in  computing  the  individual’s  income  as  a 
recovery  of  exploration  and  development  expenses  under  subsection  59(3.2)  which 
includes  in  income  recoveries  pursuant  to  paragraph  66(12.4)(b),  subsections  66.1(1) 
and  66.2(1),  subparagraph  66(10.4)(b)(ii)  and  paragraph  66(10. 4)(c)  (para  (c)  of  the 
defmition  “investment  income”); 

4.  all  amounts  of  the  individual’s  income  for  the  year  (including  amounts  included  under 
subsection  13(1)  in  respect  of  a  rental  property  of  the  individual  or  partnership  or  a 
property  any  income  from  which  would  be  income  from  property)  from  a  property  or 
from  renting  or  leasing  a  rental  property  (subsection  1 100(14)  of  the  Regulations)  or  a 
multiple-unit  residential  building  owned  by  the  individual  or  by  a  partnership  of 
which  the  individual  is  a  member,  other  than  a  partnership  of  which  he/she  is  a 
specified  member  (but  see  item  2  above)  (para  (d)  of  the  defmition  “investment 
income”); 

5.  all  annuity  payments  included  in  computing  the  individual’s  income  for  the  year 
under  paragraph  56(1  )(d)  or  former  paragraph  56(l)(d.l)  (other  than  amounts  in 
respect  of  LAA.Cs  or  annuity  contracts  purchased  pursuant  to  DPSPs)  reduced  by  all 
amounts  deducted  under  paragraph  60(a)  as  the  capital  element  of  such  payments,  and 

6.  applicable  to  the  1992  and  subsequent  taxation  years,  the  amount,  if  any,  by  which  the 
total  of  all  amounts  included  under  paragraph  3(b)  in  respect  of  capital  gains  and 
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capital  losses  in  computing  the  individual’s  income  for  the  year  exceeds  the  amount 
determined  in  respect  of  the  individual  for  A  in  the  definition  “annual  gains  limit”. 

The  calculation  of  income  for  tax  purposes  is  not  affected  by  CNIL.  Amounts  included  in 
the  various  components  of  investment  expenses  and  investment  income  represent  amounts  that 
have  already  been  considered  in  the  calculation  of  income.  The  components  of  an  individual’s 
investment  income  are  generally  correspondingly  offset  by  the  components  of  an  individual’s 
investment  expenses. 

For  example,  paragraph  (b)  of  the  definition  of  investment  income  generally  corresponds 
to  paragraphs  (b)  and  (c)  of  investment  expense  resulting  in  a  calculation  of  an  individual’s  net 
income  or  loss  from  an  interest  in  a  passive  or  limited  partnership.  It  should  be  noted  that  through 
the  use  of  the  term  “specified  member”,  the  CNIL  rules  generally  distinguish  between  an  interest 
in  a  partnership  that  is  an  investment  and  one  that  is  a  vehicle  for  carrying  on  a  business. 
Therefore,  partners  in  a  general  partnership  who  would  generally  earn  income  from  a  business 
would  not  be  required  to  include  income  and  expenses  resulting  therefrom  in  their  investment 
income  or  investment  expense.  Taken  together,  paragraph  (c)  of  the  definition  of  investment 
income  and  paragraph  (d)  of  the  definition  of  investment  expense  give  rise  to  an  individual’s 
resource  expenses  net  of  recovery  of  such  expenses.  Similarly,  paragraph  (d)  of  the  definition  of  ‘ 
investment  income  ’’and  paragraph  (e)  of  the  definition  “  investment  expense”  when  aggregated 
result  in  a  net  calculation  of  income  or  loss  from  property  owned  by  an  individual  or  a 
partnership  of  which  the  individual  is  a  member  (not  just  a  “specified  member”).  Paragraph  (e)  of 
the  definition  of  investment  expense  effectively  carves  out  expenses  included  under  paragraph 
(c). 


The  calculation  of  an  individual’s  CNIL  is  done  on  a  cumulative,  aggregate  basis.  It  is 
therefore  necessary  to  calculate  investment  income  and  investment  expense  for  all  years  after 
1987  on  an  ongoing  basis,  aggregating  the  income  and  expenses  from  all  investments.  CNIL  is 
not  calculated  on  an  investment-by-investment  basis;  rather,  all  investments  are  pooled.  The 
result  of  this  is  that  an  individual’s  capital  gains  exemption  entitlement  may  be  reduced  for  a 
particular  year  by  an  investment  expense  generated  by  a  different  investment  from  that  which 
may  be  disposed  of  in  a  particular  year.  As  a  practical  result,  taxpayers  will  be  required  to  keep 
records  in  respect  of  investment  income  realized  or  investment  expenses  incurred  even  in  years 
where  there  is  no  tax  payable. 

CNIL  applies  to  the  first  dollar  of  taxable  capital  gains.  This  means  that  the  entire  lifetime 
capital  gains  exemption  can  be  utilized,  notwithstanding  that  CNIL  exists,  provided  taxable 
capital  gains  exceed  CNIL  by  a  sufficient  amount.  CNIL  does  not  reduce  an  individual’s  lifetime 
exemption;  rather,  it  defers  the  availability  of  the  exemption  until  such  time  as  the  individual  has 
accumulated  sufficient  investment  income  or  realized  sufficient  capital  gains  to  offset  the  CNIL. 

*  *  * 
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Maximum  Capital  Gains  Deduction  (subsec  110.6(4)) 

Subsection  1 10.6(4)  prevents  a  taxpayer  from  claiming  a  capital  gains  deduction  in  excess 
of  $375,000  in  respect  of  any  combination  of  qualified  farm  property,  qualified  small  business 
corporation  shares  and  any  other  capital  property.  Applicable  to  the  1988  and  subsequent  taxation 
years,  subsection  1 10.6(4)  provides  that  the  amount  that  may  be  deducted  under  section  1 10.6  by 
an  individual  for  a  taxation  year  shall  not  exceed  the  amount,  if  any,  by  which  $375,000  (subject 
to  transitional  rules  discussed  above  in  respect  of  the  1988  and  1989  taxation  years)  exceeds: 

(a)  the  total  deductions  claimed  by  the  individual  under  section  110.6  for  all  preceding 
taxation  years  (para  1 10.6(4)(a)); 

(b)  where  the  taxation  year  ended  after  1987,  the  amount  determined  under  subparagraph 
1 10.6(2)(a)(ii)  in  respect  of  the  individual  for  the  year  (para  1 10.6(4)(b));  and 

(c)  where  the  taxation  year  ended  after  1989,  the  amount  determined  under  subparagraph 
1 10.6(2)(a)(iii)  in  respect  of  the  individual  for  the  year  (para  1 10.6(4)(c)). 

As  a  result  of  the  adjustments  for  the  different  inclusion  rates  for  taxation  years  ending 
before  1990,  in  paragraphs  1 10.6(4)(b)  and  (c),  the  maximum  permitted  deduction  under  section 
1 10.6  is  the  equivalent  of  $500,000  of  total  capital  gains,  regardless  of  the  inclusion  rate  in  effect 
in  the  year  in  which  the  deduction  is  utilized. 

*  *  * 


2.  Small  Business  Corporation 

CANADA  TAX  SERVICE,  “Capital  Gains  Deduction” 

(November  20,  1996). 

“Qualified  Small  Business  Corporation  Share” 

Applicable  with  respect  to  dispositions  of  shares  after  June  17,  1987,  a  share  owned  by  an 
individual  (including  a  personal  trust)  will  generally  be  a  qualified  small  business  corporation 
share  if  three  conditions  are  met. 

Condition  1 

Paragraph  (a)  of  the  definition  of  “qualified  small  business  corporation  share”  provides 
that  at  the  determination  time  (eg  the  time  of  disposition),  the  share  must  be  a  share  of  a  “small 
business  corporation”  as  defined  in  subsection  248(1);  that  is,  a  Canadian  controlled  private 
corporation  (CCPC)  all  or  substantially  all  of  the  fair  market  value  of  the  assets  of  which  is 
attributable  to  any  combination  of  the  following:  assets  used  principally  in  an  active  business 
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Chapter  12 

Shareholder  Benefits  and  Loans 


1.  Shareholder  Benefits 


(1)  Introduction 

CANADA  TAX  SERVICE,  “Benefits  Conferred  on  a  Shareholder” 

(Subsection  15(1)) 

Purpose 

Subsection  15(1)  is  designed  to  penetrate  almost  any  disguise  of  what  is  really  a 
distribution  to  a  shareholder  of  part  of  the  accumulated  wealth  of  a  corporation,  while  it  is  a 
going  concern.  Under  it  a  shareholder  may  be  taxed  on  an  appropriation  of  a  corporation’s  funds 
or  property  whether  or  not  it  could  reasonably  be  regarded  as  a  backdoor  distribution  of 
accumulated  profits.  The  provisions  operate  whether  or  not  the  corporation  has  any  undistributed 
income  on  hand,  and  thus  apply  even  if  the  assets  taken  from  the  company  represent  the 
corporation’s  capital. 

Application 

Subsection  15(1)  requires  the  amount  or  value  of  any  benefit  conferred  by  a  corporation 
on  a  shareholder,  or  on  a  person  in  contemplation  of  that  person’s  becoming  a  shareholder,  to  be 
included  in  computing  the  income  of  the  shareholder  except  to  the  extent  it  is  deemed  to  be  a 
dividend  by  section  84  or  except  where  the  benefit  arises  by  virtue  of  one  of  the  exceptions  set 
out  in  paragraphs  (a)  to  (d). 

For  benefits  conferred  prior  to  July  1988,  former  subsection  15(1)  specifically  provided 
that  an  income  inclusion  was  required  where: 

•  payments  were  made  by  a  corporation  to  a  shareholder  otherwise  than  pursuant  to  a 
bona  fide  business  transaction  (former  para  15(l)(a)), 

•  corporate  funds  or  property  were  appropriated  to  or  for  the  benefit  of  a  shareholder 
(former  para  15(l)(b)),  or 

•  a  “benefit  or  advantage”  was  conferred  on  a  shareholder  by  a  corporation  (former  para 
15(l)(c)). 
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For  benefits  conferred  after  June  1988,  the  three  specific  situations  described  in  the  former 
paragraphs  are  presumably  intended  to  be  encompassed  by  the  phrase  “where  ...  a  benefit  is 
conferred”  in  the  first  paragraph  of  subsection  15(1).  In  addition,  the  scope  of  the  subsection  was 
broadened  to  refer  to  benefits  conferred  in  contemplation  of  a  person’s  becoming  a  shareholder. 
It  would  appear  that  the  term  “benefit”  is  broad  enough  to  encompass  all  the  amounts  previously 
held  to  fall  within  the  scope  of  the  former  paragraphs. 


INTERPRETATION  BULLETIN  IT-432R 2,  “Benefits  Conferred  on  Shareholders” 
(Eebruary  10,  1995). 

Summary 

This  bulletin  discusses  the  taxation  of  shareholder  benefits.  Subject  to  specific 
exceptions,  the  amount  or  value  of  any  benefit  conferred  by  a  corporation  on  a  shareholder  is 
included  in  the  shareholder’s  income  under  subsection  15(1).  A  number  of  the  more  common 
situations  in  which  such  a  benefit  can  arise  are  discussed.  The  shareholder  benefit  provision  can 
also  apply  to  a  person  who,  at  the  time  the  benefit  was  conferred,  was  contemplated  as  becoming 
a  shareholder. 

The  bulletin  also  discusses  provisions  that  relate  to  a  corporation’s  payment  of  a  stock 
dividend,  the  forgiveness  of  a  shareholder’s  obligation  to  a  corporation,  the  goods  and  services 
tax  component  of  a  shareholder  benefit,  non-resident  shareholder  benefits,  and  other  related 
provisions. 


Discussion  and  Interpretation 
Subsection  15(1) 

1 .  Under  subsection  15(1),  the  amount  or  value  of  a  benefit  conferred  on  a  shareholder  by 
a  corporation  in  a  taxation  year  is  included  in  the  shareholder’s  income  for  the  year,  except  to  the 
extent  that  the  benefit  is  deemed  by  section  84  to  be  a  dividend.  A  benefit  conferred  by  a 
corporation  can  also  be  included  under  subsection  15(1)  in  the  income  of  a  person  who  at  the 
time  the  benefit  was  conferred  was  not  a  shareholder,  if  it  was  contemplated  that  the  person 
would  become  a  shareholder.  Accordingly,  the  references  throughout  the  rest  of  this  bulletin  to  a 
“shareholder”  include  a  “contemplated  shareholder”,  where  applicable.  The  word  “benefit”  in 
subsection  15(1)  is  broad  enough  to  include 

(a)  a  payment  by  a  corporation  to  a  shareholder  otherwise  than  pursuant  to  a  bona  fide 
business  transaction; 

(b)  an  appropriation  of  a  corporation’s  funds  or  other  property  in  any  manner  whatever  to, 
or  for  the  benefit  of,  a  shareholder;  or 

(c)  any  other  benefit  or  advantage  conferred  on  a  shareholder  by  a  corporation. 
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If  the  person  on  whom  the  benefit  has  been  conferred  is  both  a  shareholder  and  an  employee  of 
the  corporation,  a  determination  will  have  to  be  made,  taking  into  consideration  all  the  relevant 
facts  and  circumstances  of  the  particular  case,  as  to  whether  the  benefit  was  conferred  by  the 
corporation  on  the  person  as  a  shareholder  or  as  an  employee.  In  the  latter  case,  paragraph  6(1  )(a) 
of  the  Act  applies,  rather  than  subsection  15(1). 

*  *  * 

3.  The  words  “shareholder”  and  “corporation”  are  defined  in  subsection  248(1).  The 
“taxation  year”  referred  to  in  subsections  15(1)  and  15(1.1)  (see  19  below)  is  the  taxation  year  of 
the  shareholder  and  not  that  of  the  corporation. 

4.  Generally,  when  “property”,  as  defined  in  subsection  248(1),  is  transferred  by  a 
corporation  to  or  on  behalf  of  a  shareholder  for  inadequate  consideration  or  no  consideration,  a 
benefit  will  have  been  conferred  on  the  shareholder  under  subsection  15(1)  unless  one  or  more  of 
the  specific  exceptions  described  in  2  above  apply. 

Bona  Fide  Transactions 

5.  If  a  transaction  involving  a  corporation  and  a  shareholder  is  a  bona  fide  business 
transaction,  there  is  no  subsection  15(1)  benefit  to  the  shareholder.  Normally,  a  transaction  is 
considered  to  be  bona  fide  when  its  terms  and  conditions  are  essentially  the  same  as  they  would 
be  if  the  transaction  were  entered  into  by  parties  dealing  at  arm’s  length. 

Exchange  of  Property 

6.  In  an  exchange  of  property  between  a  corporation  and  a  shareholder,  whether  by  sale 
or  otherwise,  if  the  value  of  the  property  transferred  by  the  corporation  is  more  than  the  value  of 
the  property  received  by  it  from  the  shareholder,  there  is  an  appropriation  of  property  for  the 
benefit  of  the  shareholder.  The  amount  to  be  included  in  the  shareholder’s  income  under 
subsection  15(1)  is  the  amount  by  which  the  fair  market  value,  at  the  time  of  the  exchange,  of  all 
the  property  transferred  by  the  corporation  exceeds  the  fair  market  value,  at  that  same  time,  of  all 
property  received  by  the  corporation,  to  the  extent  that  the  excess  is  not  deemed  to  be  a  dividend 
by  virtue  of  subsection  84(1). 

Shareholder’s  Transfer  of  Assets  to  a  Corporation  for  Its  Shares 

7.  A  shareholder  may  sell  or  otherwise  transfer  assets  to  a  corporation  in  a  transaction  in 
which  the  consideration  received  by  the  shareholder  consists  of  or  includes  shares  in  the  capital 
stock  of  the  corporation.  If  the  paid-up  capital  of  the  shares  issued  by  the  corporation  exceeds  the 
value  of  its  net  asset  increase  (if  any),  subsection  84(1)  generally  deems  the  amount  of  such 
excess  to  be  a  dividend  received  by  all  persons  owning  shares  of  the  particular  class  and  in 
proportion  to  their  shareholdings.  ...  In  addition,  if  the  fair  market  value  of  the  consideration 
exceeds  the  fair  market  value  of  the  assets  sold  or  transferred,  any  such  excess  amount,  except  to 
the  extent  that  it  has  been  included  in  the  shareholder’s  income  under  subsection  84(1),  is 
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generally  included  in  the  shareholder’s  income  under  subsection  15(1).  The  following  example 
provides  an  illustration: 

Assumptions'.  A  taxpayer  owns  one  third  of  the  common  shares  in  a  corporation  and  is  unrelated 
to  and  at  arm’s  length  with  the  corporation  and  the  other  shareholders.  The  taxpayer  transfers 
land  worth  $5,000  to  the  corporation  for  consideration  consisting  of  newly  created  preferred 
shares  in  the  corporation  and  cash  of  $6,000.  The  preferred  shares  issued  to  the  taxpayer  have  a 
paid-up  capital  of  $1,000  and  a  fair  market  value,  as  of  the  date  of  the  transaction,  of  $1,500.  No 
subsection  85(1)  election  is  made  in  connection  with  the  transaction. 

Results:  The  taxpayer  is  assessed  a  subsection  84(1)  deemed  dividend  and  a  subsection  15(1) 
income  amount  as  follows: 

Subsection  84(1)  deemed  dividend: 

Increase  in  paid-up  capital 
Minus: 

Net  asset  increase  to  the  corporation,  if  any  ($5,000  -  $6,000) 

Subsection  84(1)  deemed  dividend 

Subsection  15(1)  income  amount: 


Fair  market  value  of  non-share  consideration 

Fair  market  value  of  shares  issued 

$6,000.00 

$1,500.00 

Minus: 

Fair  market  value  of  assets  transferred  to  the  corporation 
Subsection  84(1)  deemed  dividend 

$5,000.00 

$1,000.00 

$7,500.00 

$6,000.00 

Subsection  15(1)  income  amount 

$1,500.00 

$1,000.00 


$1,000.00 


Theft  or  Embezzlement  by  a  Shareholder 

8.  Subsection  15(1)  can  apply  even  if  the  action  or  transaction  involved  is  unauthorized, 
dishonest  or  illegal.  The  word  “benefit”  used  in  the  subsection  has  a  meaning  wide  enough  to 
include,  for  example,  funds  or  property  of  a  corporation  stolen  or  embezzled  by  a  shareholder. 
However,  as  indicated  in  1  above,  the  application  of  subsection  15(1)  requires  not  only  that  there 
be  a  benefit  to  the  shareholder  but  also  that  the  benefit  be  conferred  on  the  shareholder  by  the 
corporation.  Where  the  shareholder  and  the  corporation  are  not  dealing  at  arm’s  length,  the 
Department  assumes  that  any  appropriation  or  diversion  of  funds  or  property  of  the  corporation 
to  the  shareholder  would  be  with  the  concurrence  of,  and  therefore  would  result  in  a  benefit 
conferred  by,  the  corporation.  Where,  on  the  other  hand,  the  shareholder  and  corporation  are 
dealing  at  arm’s  length,  any  theft  or  embezzlement  of  funds  or  property  of  the  corporation  by  the 
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shareholder  would  normally  be  without  the  concurrence  of  the  corporation,  in  which  case  there 
would  be  no  benefit  conferred  by  the  corporation  (this  could  happen,  for  example,  where  the 
shareholder  is  a  minority  shareholder).  Where  a  subsection  15(1)  benefit  does  not  occur,  a  theft 
or  embezzlement  is  generally  taxable  in  accordance  with  the  rules  discussed  in  the  current 
version  of  IT-256,  Gains  from  Theft,  Defalcation  or  Embezzlement. 

Acquisition  of  Shares  —  Consideration  Given  by  Corporation 

9.  Where  a  shareholder  acquires  the  shares  of  another  shareholder  in  a  particular 
corporation,  the  circumstances  surrounding  the  transaction  may  result  in  a  subsection  15(1) 
benefit  being  conferred  on  the  shareholder  acquiring  the  shares.  For  example,  the  corporation 
may  undertake  to  pay  consulting  fees  or  to  make  other  payments  for  future  services  to  the 
shareholder  disposing  of  the  shares  (the  ex-shareholder).  If  such  payments  by  the  corporation  are 
in  fact  consideration  for  the  shares  sold,  a  benefit  is  considered  to  have  been  conferred  on  the 
shareholder  acquiring  the  shares  in  the  year  in  which  the  corporation  made  the  commitment  to 
make  the  payments.  There  would  be  an  indication  that  such  an  undertaking  or  commitment  by  the 
corporation  is  in  fact  consideration  for  the  shares  where  the  payments  to  the  ex-shareholder  must 
be  made  whether  or  not  services  are  rendered  to  the  corporation  by  the  ex -shareholder. 

Addition  or  Improvement  to  Shareholder's  Building 

10.  A  corporation  that  is  renting  a  building  owned  by  a  shareholder  may  make  an 
addition  or  improvement  to  the  building.  If  such  an  addition  or  improvement  vests  in  the  owner 
of  the  building,  a  benefit  is  considered  to  have  been  conferred  on  the  shareholder  by  the 
corporation  pursuant  to  subsection  15(1).  The  amount  of  the  benefit  is  considered  to  be  the 
present  value  of  the  amount,  if  any,  by  which  the  addition  or  improvement  increases  the  value  of 
the  building  to  the  shareholder  at  the  time  the  building  reverts  to  the  shareholder.  Therefore,  in 
determining  the  amount  of  the  benefit  it  is  necessary  to  consider  the  particular  facts  of  each  case. 
The  facts  to  be  considered  include  the  nature  of  the  addition  or  improvement,  the  term  of  the 
lease,  provisions  for  extension  of  the  lease,  provisions  of  the  lease  regarding  leasehold 
improvements,  and  the  amount  of  rent  being  charged.  The  benefit  considered  to  be  conferred  in  a 
particular  taxation  year  is  based  upon  the  portion  of  the  addition  or  improvement  completed 
during  that  year.  If  the  terms  of  the  lease  are  later  altered  in  favour  of  the  shareholder,  or  if  the 
lease  is  annulled  before  its  term  expires,  a  benefit  would  be  created  at  that  time  equal  to  the 
increase  in  the  shareholder’s  reversionary  interest  created  by  the  alteration  or  cancellation  of  the 
lease. 

Personal  Use  of  Corporate  Property  by  a  Shareholder 

11.  If  corporate  property  is  made  available  for  the  personal  use  of  a  shareholder,  a  benefit 
under  subsection  15(1)  is  generally  considered  to  have  been  conferred  on  the  shareholder.  This  is 
so  whether  or  not  the  shareholder  has  contributed  to  the  cost  of  the  property  or  has  paid  any 
related  operating  expenses.  Also,  the  fact  that  the  corporation  has  not  claimed  any  capital  cost 
allowance  on  the  property  is  not  relevant.  The  calculation  of  the  amount  or  value  of  the  benefit  is 
usually  based  on  the  fair  market  rent  for  the  property  minus  any  consideration  paid  to  the 
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corporation  by  the  shareholder  for  the  use  of  the  property.  The  fair  market  rent  may  not,  however, 
always  be  appropriate  for  measuring  the  benefit,  particularly  where  it  does  not  provide  for  a 
reasonable  return  on  the  value  or  cost  of  the  property.  This  may  be  the  case,  for  example,  for  a 
luxury  residence  or  yacht  made  available  for  the  shareholder’s  personal  use.  See  Lloyd 
Youngman  v.  The  Queen ,  90  DTC  6322,  [1990]  2  C.T.C.  10.  If  the  fair  market  rent  is  not  an 
appropriate  measure,  or  if  it  does  not  exist  or  cannot  be  determined,  the  amount  or  value  of  the 
benefit  would  then  usually  be  determined  by  multiplying  a  normal  rate  of  return  times  the  greater 
of  the  cost  or  fair  market  value  of  the  property  and  adding  the  operating  costs  related  to  the 
property.  The  total  of  these  two  amounts  is  often  referred  to  as  the  “imputed  rent”.  Any 
consideration  paid  to  the  corporation  by  the  shareholder  for  the  use  of  the  property  is  then 
subtracted  from  the  imputed  rent.  In  applying  this  formula,  the  amount  representing  the  greater  of 
the  cost  or  fair  market  value  of  the  property  may  first  be  reduced  by  any  outstanding  interest-free 
loans  or  advances  to  the  corporation  made  by  the  shareholder  (in  circumstances  that  are 
essentially  the  same  as  in  the  Youngman  case)  to  enable  the  corporation  to  acquire  the  property, 
before  multiplying  by  the  normal  rate  of  return. 

Cost  of  Property  Acquired  by  Shareholders 

12.  Where  an  amount  is  included  in  the  income  of  a  resident  shareholder  pursuant  to 
subsection  15(1)  as  a  consequence  of  the  acquisition  of  a  capital  property  from  a  corporation, 
subsection  52(1)  provides  that  such  an  amount  is  an  addition  to  the  cost  to  the  shareholder  of  the 
property  (except  to  the  extent  that  such  amount  has  otherwise  been  added  to  the  cost  or  included 
in  the  adjusted  cost  base  of  the  property).  .  .  .  Since  the  rules  in  subsections  52(1)  and  52(1.1)  are 
only  for  the  purpose  of  calculating  capital  gains  or  capital  losses,  they  are  not  applicable  where 
the  property  acquired  by  the  shareholder  is  inventory  or  eligible  capital  property,  nor  do  they 
affect  the  amount  of  capital  cost  for  the  purposes  of  capital  cost  allowances. . . . 

13.  Where  a  corporation  disposes  of  property  to  a  shareholder  at  less  than  fair  market 
value  and  paragraph  69(1  )(b)  applies  to  deem  the  corporation  to  have  received  proceeds  of 
disposition  equal  to  that  fair  market  value,  the  Department  may  permit  a  corresponding 
adjustment  to  the  shareholder’s  purchase  price  (e.g.,  in  circumstances  involving  an  honest  error 
or  a  price  adjustment  clause).  For  more  information,  see  the  current  version  of  IT-405, 
Inadequate  Considerations  —  Acquisitions  and  Dispositions ,  and,  where  applicable,  the  current 
version  of  IT- 169,  Price  Adjustment  Clauses.  If  the  Department  does  permit  such  an  adjustment 
to  the  purchase  price  and  the  shareholder  thus  ends  up  paying  the  full  fair  market  value 
(determined  as  of  the  date  of  the  purchase)  to  the  corporation  for  the  property,  there  is  no 
subsection  15(1)  benefit  to  the  shareholder. 

No  Deduction  Allowed  to  the  Corporation 

14.  If  an  amount  is  included  in  the  income  of  a  shareholder  under  subsection  15(1),  such 
amount  is  not  allowed  to  the  corporation  as  a  deduction  from  income. 

*  *  * 
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Obligations  Settled  or  Extinguished 

20.  When  a  subsection  15(1)  benefit  is  conferred  on  a  shareholder  by  a  corporation  in 
connection  with  a  loan  or  other  obligation  of  the  shareholder  that  is  settled  or  extinguished 
without  any  payment  or  by  payment  by  the  shareholder  of  less  than  the  amount  of  the  obligation 
outstanding,  subsection  15(1.2)  applies.  For  the  purposes  of  subsection  15(1),  the  value  of  the 
benefit  is  deemed  by  subsection  15(1.2)  to  be  the  amount  by  which  the  obligation  outstanding  at 
the  time  it  is  settled  or  extinguished  exceeds  the  total  of  the  following  two  amounts: 

(a)  the  amount,  if  any,  of  the  benefit  in  respect  of  the  obligation  that  was  included  in  the 
income  of  the  shareholder  when  the  obligation  arose,  and 

(b)  the  amount,  if  any,  paid  by  the  shareholder  on  settlement. 

Note:  On  December  20,  1994,  the  Minister  of  Finance  released  draft  legislation  on  the  income 
tax  consequences  of  debt  forgiveness  and  foreclosures.  This  legislation  relates  to  measures 
announced  in  the  Federal  Budget  of  February  22,  1994.  If  enacted,  the  legislation  would,  among 
other  things,  do  the  following: 

•  Subsection  15(1.2)  would  be  amended  to  provide  that  the  value  of  a  subsection  15(1) 
shareholder  benefit  in  connection  with  an  “obligation  issued  by  a  debtor”  that  is  settled 
or  extinguished  at  any  time  would  be  deemed  to  be  the  “forgiven  amount”  at  that  time  in 
respect  of  the  obligation. 

•  The  “forgiven  amount”  for  purposes  of  amended  subsection  15(1.2)  would  be  defined  in 
new  subsection  15(1.21).  This  definition  would  parallel  the  definition  of  “forgiven 
amount”  in  amended  subsection  80(1 ),  subject  to  certain  modifications. 

•  New  subsection  248(26)  would  clarify  that  a  debtor’s  liability  to  repay  borrowed  money 
or  to  pay  an  amount  (other  than  interest) —  as  consideration  for  any  property  acquired  by 
the  debtor  or  services  rendered  to  the  debtor,  or  that  is  deductible  in  computing  the 
debtor’s  income  would  be  considered  to  be  an  “ obligation  issued  by  the  debtor” .  This  rule 
would  apply  for  purposes  of  applying  the  provisions  of  the  Act  (including  amended 
subsection  15(1.2)  and  new  subsection  15(1.21 ))  relating  to  the  treatment  of  a  debtor  in 
respect  of  a  liability.  New  subsection  248(27 )  would  clarify  the  treatment  of  an  obligation 
issued  by  a  debtor  that  is  or  was  part  of  a  larger  obligation  issued  by  the  debtor. 

•  An  order  would  be  created  for  applying  certain  provisions  in  the  Act  that  pertain  to  debt, 
including  amended  subsection  15(1.2)  and  new  subsection  15(1.21 ). 

These  amendments  would  generally  apply  to  taxation  years  ending  after  February  21, 1994. 
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Most  of  Judge  Rowe’s  statements  in  the  above  passage  apply  to  the  facts  of  this  case.  The 
Appellant  did  not  know  of  the  posting  error  which  increased  corporate  expenses  by  $28,490 
(with  a  corresponding  decrease  in  net  income)  and  failed  to  reduce  the  credit  balance  in  his 
shareholder  loan  account  by  $28,490.  Also,  the  Appellant  did  not  even  attempt  to  use  for  his  own 
benefit  or  advantage  the  overstated  credit  balance  in  his  shareholder  loan  account.  Judge  Rowe 
stated  further  at  (C.T.C.  2411)  page  258: 

It  is  apparent  that  the  words  used  in  subsection  15(1)  refer  to  some  form  of  action  with  a  strong  component 
of  intent  and  certainly  cannot  be  seen  to  embrace  an  event  that  is  the  result  of  mutual  mistake  between  the 
parties,  that  is,  the  shareholder  and  the  corporation,  when  the  mistake  is  the  result  of  an  act  or  omission  of  a 
third  party  operating  in  good  faith  but  on  a  faulty  premise. 

I  would  not  go  as  far  as  Judge  Rowe  in  stating  that  the  words  used  in  subsection  15(1) 
refer  to  some  form  of  action  with  a  strong  component  of  intent.  I  think  a  benefit  may  be  conferred 
within  the  meaning  of  subsection  15(1)  without  any  intent  or  actual  knowledge  on  the  part  of  the 
shareholder  or  the  corporation  if  the  circumstances  are  such  that  the  shareholder  or  corporation 
ought  to  have  known  that  a  benefit  was  conferred  and  did  nothing  to  reverse  the  benefit  if  it  was 
not  intended.  I  am  thinking  of  relative  amounts.  If  there  is  a  genuine  bookkeeping  error  with 
respect  to  a  particular  amount,  and  that  amount  is  truly  significant  relative  to  a  corporation’s 
revenue  or  its  expenses  or  a  balance  in  the  shareholder  loan  account,  a  court  may  conclude  that 
the  error  should  have  been  caught  by  some  person  among  the  corporate  employees  or 
shareholders  or  outside  auditors.  Shareholders  should  not  be  encouraged  to  see  how  close  they 
can  sail  to  the  wind  under  subsection  15(1)  and  then  plead  relief  on  the  basis  of  no  proven  intent 
or  knowledge. 

In  this  appeal,  the  amount  of  $28,490  is  not  significant  in  1989  in  relation  to  corporate 
revenue  ($2,140,867)  or  direct  costs  ($1,379,726)  or  administrative  expenses  ($622,255).  In  other 
words,  it  is  the  kind  of  amount  that  could  slip  by  the  notice  of  those  concerned  with  the 
computation  of  net  profit  ($138,886)  which  increased  by  $122,000  over  the  prior  year.  The 
unqualified  credibility  of  all  four  witnesses  in  this  appeal  is  a  most  relevant  factor.  The  appeal  is 
allowed  with  costs. 


Appeal  allowed. 


(5)  Exceptions 

(a)  Introduction 

INTERPRETATION  BULLETIN  IT-432R2,  “Benefits  Conferred  on  Shareholders” 
(February  10, 1995). 

2.  A  shareholder  benefit  cannot  be  included  in  income  under  subsection  15(1)  if  it  falls 
within  any  of  the  exceptions  described  in  paragraphs  15(l)(a)  to  (d).  Thus,  no  amount  is  to  be 
included  in  a  shareholder’s  income  under  subsection  15(1)  for  any  benefit  occurring 
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(a)  on  the  reduction  of  a  corporation’s  paid-up  capital  (paragraph  15(1  )(a)); 

(b)  on  the  redemption,  cancellation  or  acquisition  by  a  corporation  of  its  shares 
(paragraph  15(l)(a)); 

(c)  on  the  winding-up,  discontinuance  or  reorganization  of  a  corporation’s  business 
(paragraph  15(l)(a)); 

(d)  on  the  winding-up  of  a  Canadian  corporation  or  dissolution  of  a  controlled  foreign 
affiliate  to  which  section  88  applies  (paragraph  15(l)(a));  or 

(e)  on  the  payment  of  a  dividend  or  stock  dividend  (paragraph  15(1  )(b);  see,  however,  the 
rule  discussed  in  19  below). 

Under  the  exception  in  paragraph  15(l)(c),  no  amount  is  to  be  included  in  a  common 
shareholder’s  income  under  subsection  15(1)  for  any  benefit  resulting  from  a  corporation’s 
conferring  on  the  shareholder  a  right  to  acquire  an  additional  share  or  shares  (common  or 
otherwise)  of  the  corporation,  as  long  as  the  identical  right  is  given  to  every  other  common 
shareholder  for  every  common  share  owned  by  that  other  common  shareholder.  For  purposes  of 
the  paragraph  15(l)(c)  exception,  that  paragraph  further  provides  two  rules,  the  effects  of  which 
are  as  follows: 

•  Different  classes  of  common  shares  are  considered  identical  property  where  different 
voting  rights  are  attached  to  each  class  but  there  are  no  other  differences  in  their  terms 
and  conditions  that  could  cause  a  material  difference  between  the  fair  market  values  of 
shares  of  the  different  classes.  This  rule  enables  a  corporation  with  voting  and  non¬ 
voting  common  shares  to  confer  on  shareholders  of  each  class  a  right  to  acquire 
additional  shares  of  that  class  without  a  subsection  15(1)  benefit  arising  (i.e.,  if  all  the 
conditions  for  the  paragraph  15(l)(c)  exception  are  otherwise  met). 

•  Rights  are  not  considered  identical  if  the  cost  of  acquiring  the  rights  differs. 

Under  the  exception  in  paragraph  15(l)(d),  no  amount  is  to  be  included  in  a  shareholder’s 
income  under  subsection  15(1)  for  any  benefit  arising  when  an  insurance  corporation,  bank  or 
other  corporation  converts  contributed  surplus  into  paid-up  capital  in  an  action  described  in 
paragraph  84(l)(c.l),  (c.2)  or  (c.3). 

Benefits  resulting  from  transactions  referred  to  in  the  above-mentioned  exceptions  to  subsection 
15(1)  are  in  some  cases  taxed  under  other  provisions. 


©  David  G.  Duff 


667 


2.  Shareholder  Loans 


(1)  Introduction 

CANADA  TAX  SERVICE,  “Shareholder’s  Loans” 

(Subsection  15(2)) 

Purpose 

Subsection  15(2),  which  is  a  companion  piece  to  subsection  15(1),  is  designed  to  prevent, 
or  at  least  discourage,  the  withdrawal  of  corporate  profits  in  the  guise  of  loans  or  debts.  In  its 
actual  terms,  however,  its  application  is  not  dependent  on  the  existence  of  corporate  profits;  it 
applies  whether  or  not  the  subject  corporation  has  any  surplus  and  regardless  of  the  source  of  the 
corporation’s  funds  from  which  the  loan  is  made.  If  a  corporation  or  partnership  in  the  chain  of 
related  parties  contemplated  by  subsection  15(2)  makes  a  loan  to  one  of  the  subject  corporation’s 
shareholders  or  a  connected  person  (other  than  one  that  is  specifically  exempted  by  the  terms  of 
the  subsection),  the  amount  of  the  loan  must  be  included  in  computing  the  income  of  that 
shareholder  or  connected  person  for  the  year  in  which  the  loan  is  received.  By  amendment  in 
1983,  subsection  15(2)  was  made  applicable  to  all  forms  of  indebtedness  arising  after  1981. 
Complementing  this  provision  is  paragraph  20(1  )(j)  which  provides  that  if  the  taxpayer  ever 
repays  the  loan  or  indebtedness,  the  amount  of  the  repayment  will  be  deductible  in  computing  the 
taxpayer’s  income  at  that  time  to  the  extent  that  the  loan  or  indebtedness  had  previously  been 
included  by  this  subsection  in  computing  the  taxpayer’s  income. 

(2)  Application 

INTERPRETATION  BULLETIN  IT-119R3,  “Debts  of  Shareholders,  Certain  Persons 
Connected  with  Shareholders,  etc.”  (October  12, 1984). 

General 

2.  A  person  or  partnership,  described  in  3  below,  who  has  in  a  taxation  year  after  1981 
received  a  loan  from  or  become  indebted  to 

(a)  a  particular  corporation, 

(b)  any  other  corporation  related  to  the  particular  corporation,  or 

(c)  a  partnership  of  which  the  particular  corporation  or  a  corporation  related  thereto  is  a 
member. 
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